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ABSTRACT 

Issues concerning mortgage-backed student loans are 
examined, with attention to the new tax law, policy and practical 
concerns that a college should address before starting this type of 
loan program, public policy issues, and two types of plans. The Tax 
Reform Act of 1986 phases out the deductibility of consumer interest 
charges and as a result will cause the expense of most loans to 
increase. However, loans secured by a home mortgage are fully 
deductible, and special consideration is offered for home loans used 
to finance educational and medical expenses. The following 
requirements that must be met are discussed: qualified residence 
interest, qualified indebtedness, and qualified educational expenses. 
Colleges should consider administrative and logistical problems 
before beginning a mortgaged-backed lending program, including title 
searching and mortgage recording. Public policy issues include: 
whether higher education may abuse the tax law for self-serving 
reasons, whether colleges will compete unfairly with the commercial 
sector, and whether the plans are fair to students and their 
families. Information is provided on two protypical programs offered 
by the University of Pennsylvania and the Massachusetts Education 
Loan Authority. (SW) 
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Mortgage-Backed Student Loans 



As the cost of a college education has risen and 
the enrollment base has diminished, higher edu- 
cation officials have begun to reconsider the op> 
tions available for financing a college education. 
Some college officials have challenged the long- 
held notion that, when it comes to money, an insti- 
tution's principal interaction with a family should 
be in the financial aid office Instead, a new con- 
cept is emerging: Colleges and state financing 
organizations must go beyond passive involvement 
or simple needs analysis. 

Taking the lead from the private retail sector, 
financially progressive college officials now under- 
stand that the form of finance can be almost as 
important as net prica For example, cars are reg- 
ularly sold. on the basis of how well a monthly 
payment will fit into a family's budget 

Most notable in this effort has been the Univer- 
sity of Pennsylvania, where the "Penn Plan" has, 
since 1984, offered an ever-increasing "menu" of 
financing options, including guaranteed tuition 
through single or extended payments, long-term 
financing for non-aided students, and a revolving 
line of credit for general educational expenses. 

Other colleges and universities have followed 
suit, directing their "packaging" efforts primarily 
at middle- and upper-middle-income families. Loan 
arrangements have become the centerpiece of the 
financing, there is, after all. only so much grant 
aid available 

Until recently the cost of this debt financing has 
been eased by the fact that taxpayers who item- 

The New 

As of January 1, 1987, consumer interest de- 
ductibility began a five-year phase-out. By 1991 
cons' ,.ner interest expenses will no longer be 
deductible from adjusted gross income for federal 
tax purposes. Interest expenses for qualified resi- 
dences remain deductible. Because this section 
of the code gives special treatment to mortgage- 
backsd debt used to finance educational and 
medical expenses, it allows higher education to 
provide relatively effective financing terms for a 
large percentage of its students. But certain 
hurdles must be cleared. There must be qualified 
residence interest, qualified indebtedness, and 



ized could deduct the interest charges from their 
taxable income For many families, the aftertax 
cost of borrowing may have been only half of the 
interest charges. Consequently this financial pack- 
aging was not only convenient, but could be rela- 
tively inexpensive 

The Tax Reform Act of 1986 made sweeping revi- 
sions of the tax laws. The deductibilty of consumer 
interest charges is being phased out. As a result, 
the net expense of most loans will increase. The 
law. however, left one opportunity for borrowers: 
Loans secured by a home mortgage (mortgage- 
backed loans) are still fully deductible And, more 
importantly, the law offered special consideration 
for home loans used to finance educational and 
medical expenses. 

In effect, the new law has created obstacles and 
opportunities for higher education. The significance 
of this dual challenge/opportunity is amplified by 
the fact that federal student loans— GSL, NDSL, 
and particularly the PLUS loans intended for 
middle-income parents— have become significarj 
ly more expensive with the new nondeductibility 
provision. 

If colleges, universities, and state agencies are 
able to create mortgar>backed student loans, they 
can retain the prior advantages of their loan pro- 
grams. And they (along with health care providers) 
will hold a financing advantage over other prod- 
ucts and services. In this issue of Capftal ideas, 
we will explore mortgage-backed student loans. 
P2H9l§-§J^P-ffo^d IS the primjry author. 
Tax Law 

qualified educational expenses. 

Qualified Residence Initerest. Although 
Congress disallowed general consumer interest 
deductions, the interest charges for home mort- 
gages continue to be deductible, too many voters 
depend on that deduction to help finance their 
home purchase To be "qualified," the interest must 
meet several requirements. 
• There must be an indebtedness secured by 
the taxpayer's property. At the lime interest is 
paid or accrued, the property must be a quali- 
fied residence of the taxpayer. Both first and 
second homes qualify Furthermore, certain re* 
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creational vehicles and boats may qualify as 
second homes 

• The inter(3sf must be paid or accrued during 
the taxable year. 

• The interest expenses are limited to interest 
paid on a principal that is the lesser of (a) The 
fair market value of the qualified residence, or 
(b) the sum of the taxpayer's cost basis in the 
property (purchase price plus improvements) 
plus the aggregate amount of qualified indebt 
edness secured by the residence. (Note Qual 
ified Indebtedness only refers to additional debt 
for educational and medical purposes.) 
Qualified Indebtedness. For most families. 

and in most circumstances, the value of their home 
will exceed their cost basis— often by a wide mar- 
gin Therefore, their qualified residence interest 
(interest which can be deducted from the adjusted 
gross income) will be limited to Interest on an 
amount of debt which does not exceed their cost 
basis. 

As noted above, this standard level of deduct- 
ible interest may be increased if there is addition- 
al qualified indebtedness on the residence. The 
total, however, may not exceed the fair market 
value of the home. Debt used to pay for medical 
and educational expenses is in this category. 

Moreover, the window of qualified indebtedness 
can be rather large as the cost basis of a home 
IS rolled over into subsequent purchases. Consider, 
for example, a family buying a home for $20,000. 



adding $5,000 m improvements, and selling the 
home for $50,000. Concurrent with the sale, the 
family buys another home for $55,000. At the time 
of their children's college education this home may 
be v/orth $125,000 and has a $15,000 outstand- 
ing mortgage. The cost basis of this home is 
$30,000 ($20,000 original purchase plus $5,000 
in improvements plus $5,000 m incremental equi- 
ty m the second home). The family could borrow 
$15,000 for standard expenditures and stiil deduct 
the interest charges. However, qualified indebted- 
ness for educational (or medical) expenditures 
may be as much as $110,000 ($125,000 fair mar- 
ket value less $15,000 outstanding debt). 

These interest deductions can be particularly 
advantageous to families who qualify for little fi- 
nancial aid, but who must borrow to pay college 
bills. Although the top federal tax rate (including 
the surcharge) will be only 33 percent under the 
new law, the savings on state income taxes can 
increase the advantages. The tax savings for many 
families, therefore, may exceed 40 percent of the 
total interest charged. 

Qualified Educational Expenses. Qualified 
educational expenses include those incurred by 
the taxpayer, the taxpayer's spouse, or a depen- 
dent. Tuition, room, board, books, supplies, and 
reasonable living expenses are allowable, but they 
must occur within a reasonable period of time be- 
fore or after th e ' qualified indebtedness is incu rr ed. 



Institutional Policy Considerations 



The new tax law offers special opportunities for 
colleges and state agencies to establish mortgage- 
backed student loans However, the private finan- 
cial sector will certainly step in and provide ap- 
propriate products. Considering the logistical 
complications of implementing such programs, it's 
reasonable for college officials to ask, "Why both- 
er to set up such a program." 

The answers are: 

• It is a valuable service for Umilies. 

• Colleges and universities are, in some re- 
spects, in ct better position to offer the service 
than the private financial sector. 

• The programs can provide institutions that 
provide the service a tactical advantage relative 
to other institutions. 

The "valuable service" response is especially 
relevant to state loan authorities, ^heir purpose is 
to provide effective financing for higher education. 
For many families in the current tax environment, 
this cannot be achieved without mortgage backed 
debt. 

Institutions might be motivated by the service 
issue but there are also reasons why they can 
provide the financing more effectively than private 
financial institutions First, qualified indebtedness 
must be tirrieiy and for allowable educational ex 
penses. By linking the debt to the Institution de- 
livering the education, it will be easier to satisfy 
the IRS that these conditions have been met. 



Second, colleges and universities might charge 
tower interest rates, or guarantee the debt to a 
bank which would enable the bank to charge lower 
rates. A commercial lender has no particular in- 
terest in establishing the loan except for the inter- 
est It receives. The institution clearly has more at 
stake. The use of family debt financing may even 
reduce college financial aid expenditures. More- 
over, the college has a more involved relationship 
with the student. If the college does its job well, 
a positive bond will be formed with the student. 
These factors may reduce the credit risk to the 
institution and, therefore, the interest they must 
charge as compensation for risk. (This discussion 
IS not meant to minimize the problems colleges 
will face if they became more actively involved m 
lending.) 

Finally if colleges want to provide comprehen- 
sive financing at competitive rates they must use 
mortgage-backed loans. For some families the de- 
cision to select one institution over another may 
be determined, m part, by the convenience of fit- 
ting payments into the family budget without hav- 
ing to arrange financing through their own bank. 
I.e., one stop financial shopping. Admittedly, this 
IS a zero-sum game. If all institutions provide the 
service there may be little advantage to any one 
institution. 

If an institution decides that the costs and ad- 
ministration are not too burdensome and that there 



may be advantages to creating a mortgage- 
backed program, they should ask themselves the 
following questions: 

1) Who are the clientele? Are -^ur students 
and their families using debt now? Obviously a 
large percentage should be homeowners. What 
tax bracket are they in? Do they itemize? (Experts 
predict that only about 30 percent of taxpayers will 
itemize under the new law) The more financially 
sophisticated the family, the more they will appre- 
ciate the advantage but the less they will need it. 

2) What is our nfche In the market? As more 
institutions offer the financial convenience of thv 
mortgage-backed loans, there will be increasing 
pressure on other colleges and universities to 
follow suit. 

3) Can this financial option help further In- 
stitutional goals— not only numeric enroll- 
ment goals but aisc goals of access and diver- 
sity? It is possible, for example, that by offering 



financing alternatives to middle- and upper-income 
families, an institution can increase unrestricted 
funds for lower-income families. The institution is 
thus able to broaden the access to higher educa- 
tion by packaging appropriate financial aid options 
for different income levels. 

4) What expertise can we bring :o bear on 
the implementation of a mortgage jjacked pro- 
gram? Does the institution have the talent within 
its ranks to carry out such a program? Can it re- 
cruit the help needed. 

5) Does the college have the financial re- 
sources or is there a bank which would pro- 
vide the necessary financing? 

Summary. What it comes down to is that the 
mortgage-backed option is more than just an ex- 
citing new trend created by the Tax Reform Act. 
Instead, this new option must be examined in light 
of an institution's mission. Its constituency, and its 
resources. 



Practical Considerations 



Although changes in the tax law may make 
mortgage-backed lending a desirable option, col- 
leges and agencies should consider the admini- 
strative and logistical problems before embarking 
on such a program. 

The Mortgage. Central to these programs, as 
the name suggests, is the idea that a college or 
university would hold a family's mortgage as se- 
curity on a loan. In a home purchase, the mort- 
gage is not the loan— or the note— itself. Instead, 
it is an agreement that stays in the background 
as long as the borrower continues to pay on the 
loan. The mortgage only becomes an issue if the 
borrower does not pay. The mortgage is the securi- 
ty that backs the loan, spelling out the rights of 
the lender in recovering proceeds of the original 
loan from the property. 

The National Conference on Uniform State Laws 
defines a mortgage as "any form of instrument 
whereby title to real estate is reserved or conveyed 
as security for the payment of a debt or other ob- 
ligation." The first step for the lender, then, is to 
determine if the mortgage secunty interest meets 
the following legal requirements, as defined by the 
National Conference on Uniform State Laws. Note 
that these are "typical" requirements; actual re- 
quirements vary frorr: state to state. 

• The mortgane must be a written instrument. 
The law frown^ on oral agreements affecting real 
property. 

• It must commit the borrower to pay the lender 
a specific sum under specific terms. The terms 
of the formal contract, including the amoun* ' j 
be repaid and the repayment schedule, must 
be spelled out. 

• There must be a default clause allov/ing the 
holder of the note to proceed against the bor- 
rower personally for a breach of obligations 
under the terms of the note, as well as for a 
breach of the mortgage covenants. This points 
out that the note and the mortgage are two dif- 
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ferent instruments. 

• The note must be properly executed and vol- 
untarily delivered and accepted. 

« The parties must have contractual capacity. 
The definition of "contractual capacity" varies 
slightly from state to state. Generally, but not al- 
ways, it means that the borrower must have 
reached a certain age and be of sound mind 
and body. 

Institutions and agencies with mortgage- 
backed programs have already discovered that 
divorce cases can affect contractual capacity. 
In some cases, mortgage-backed loan applica- 
tions have been delayed until a divorce case was 
settled, property was transferred, and one of the 
parents was determined to be the title-holder 
with full contractual capacity. 

Minimum Requirements. If a college plans 
to hold a mortgage as a security on a mortgage- 
backed loan, it should check to see that the note, 
at a minimum, includes the following: 

• Appropriate identification of the mortgagor 
and the mortgagee, 

• Proper description of the property that is to 
be Ifened. 

• Covenants of seizin (the state of owning the 
property that is being conveyed). This simply 
states that the borrower does, indeed, have title 
to the property. A routine title search is usually 
executed to ensure that the title is ciear and to 
ward off any problems of other liens in case 
foreclosure becomes necessary. 

• Provision for release of dower (the interest in 
a husband's real estate given by law to the 
widow for support after his death) by the mort- 
gagor. 

Appraisal. Although not absolutely required, 
many lenders ask for a recent appraisal of the pro- 
perty value (even for a second or third mortgage). 
Opinion is split on whether an appraisal should 
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be required in an educational loan prograrr.. The 
cost of an appraisal is a burden for the family. Be^ 
cause it IS not required legally, some insUtutions 
have eliminated tt to save money. Others require 
the appraisal because it is standard procedure 
and protects the lender from lending more money 
than the home is worth. 

Verification. Mortgage lenders generally verify 
the title and have the mortgage duly recorded in- 
to the public record in the local county or town- 
ship. Typically, this requ.res the involvement of a 
national title company. 

Recording. The recording of a n. irtgage is the 
act of having it copied by a public official into a 
local public record that is kept specifically for that 
purpose The records are kept m the county ^or 
township) in whiCh the property is located. Before 
the mortgage is legally part of the record it must 
be "admitted to the record " This simpiy means 
that all the formalities peculiar to that locality must 
be observed. The date and time of the recording 
are entered so that, in the event of a default, lend- 
ers may file against the secured property in the 
order in which they were recorded— something of 
a first-come, first-served situation. 



Obviously, a college or university will not be 
ready to establish a national network of represen- 
tatives ready to carry uut title searches and mort- 
gage recordings. There are. however, national title 
companies that exist for this very purpose. Crucial 
to a successfully administered mortgage-backed 
loan option is an institution's trusted relationship 
with a reputable title company. 

Costs and Time. The special requirements of 
a mortgage routinely extend the length of time re- 
quired to approve a loan after application has been 
made. A six- to eight-week turnaround should be 
expected, in addition, a mortgage option in- 
creases the costs of the loan, through recording 
fees, closing costs, and special state and local 
taxes and fees. Those costs must either be ab- 
sorbed by the loan program or be explained and 
passed on to the family applicant. 

Summary. Fulfilling the minimum requirements 
of establishing a mortgage obligation is not very 
onerous. The additional steps of appraising, verify- 
ing, and recording require more effort and re- 
sources. There are, as the next section makes 
clear, reasons beyond debt security, why colleges 
may wish to go beyond the minimum requirements. 



Public Policy Issues 



Higher education should not undertake mort 
gage-backed student loans without fully consider- 
ing the impact of these programs on public per- 
ceptions of our sector and the possible public 
policy repercussions. There are at least four areas 
of concern. Might higher education appear to be 
abusing the tax law for self-serving reasons? Are 
colleges and universities competing unfairly with 
the commercial sector? Are the plans fair to the 
students and the families? Is it good policy to form- 
ally remove students from the debt agreement? 

Congress has begun to view higher edu cation 
as just another special interest group, out to pro- 
tect its own turf. This occurred, for example, dur- 
ing the debate over tax reform. If, indeed, a num 
ber of colleges, universities, and agencies become 
involved in mortgage-backed loan program and 
if some of these programs choose to be structured 
with only the minimum legal requirements, the pre- 
disposition of some members of Congress to treat 
higher education as just another special interest 
group may be reinforced. 

On the other hand, colleges could be viewed 
as taking fair advantage of a specific opportunity 
written into the tax code by Congress. If the abili- 
ty to deduct interest on mortgage-backed loans 
for educational purposes is there to increase high- 
er education access and choice by middle-income 
families, then the more widely these loans are avail 
able, the more the public interest is served. 

Serving the public good can be difficult to de- 
fine and definitions are colored by perception 
Colleges and agencies must carefully consider 
how their mortgage-backed loan programs are 
perceived. And the cues will be taken from both 
substance and form. Substantively, how do high- 



er education programs compare with commercial 
ones? Is there more to the mortgage-backing than 
interest deductibility? For example, if a family 
pledges property m support of a loan, do they pay 
a lower interest rate? Are they treated differently 
in any way than families who do not pledge their 
home? How is the program marketed? Does the 
descriptive material sound like an abuf a of the tax 
code? 

Small businesses have argued that non-profit 
organizations, and colleges and universities in 
particular, are competing unfairly with business in 
areas that are not central to their mission. The sale 
of computers, clothing, nontextbook books, rec- 
ords, and tapes are some of the examples men- 
tioned. A recent attempt to defend these activities 
before a Congressional committee was poorly 
received. 

Should higher education be m the lending busi- 
ness at all? An argument can be made that this 
type of financing is, indeed, being undertaken for 
the convenience of students. Nevertheless, at the 
present time higher education is on the defensive. 
Institutions can sidestep the issue by forging an 
alliance with a local bank, combining the best ex- 
pertise from both groups. This provides benefits 
on both sides, which the University of Pennsylvania 
has demonstrated in their program. Not every 
xhool will be able to find willing partners, howevec 

More important is the question of whether it is 
reasonable for families to undertake this debt. 
There is growing public concern about nsing levels 
of indebtedness. These plans should not exploit 
the possibility of the tax advantage if the actual 
debt IS unreasonable for a particular family. There 
are already consumer protection proposals in Con- 
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gress relating to home-equity loans and it could 
be disastrous if a legislator were to point out how 
a "greedy" college encouraged a family to bor- 
row and then foreclosed. The problem, both in a 
financial and public relations sense, could be com- 
pounded for an institution which only draws re- 
gionally. If the local economy goes into decline a 
college might find itself squeezed between its 
financial needs and external poliltical pressures. 

Finally, mortgage-backed debt may tend to ins- 
titutionalize the "debt shift" from child to parent. 
In the past, loan instruments generally were in the 
name of the student (although some packages 
required a parental comaker) In mortgage-backed 
debt, however, the parents will have considerably 
more involvement. Is it good public policy to dis- 
tance the student from any legal responsibility for 



the debt? Conversely, is it wise for parents to trust 
their financial security to the faithfulness of their 
children if the children are expected to ref)ay all 
or part of the debt? 

The difficulty with t^".ese public policy issues is 
that there are no clear answers, in the current cli- 
mate it IS best to be cautious. Higher education 
associations should explore the problems open 
ly with members of Congress and Treasury offi- 
cials, is higher education expected to act like a 
commercial lender? Is there an unfair competition 
issue? By addressing the issues directly and, per 
haps, setting self-imposed guidelines, higher edu- 
cation may be able to avert unfavorable publicity 
and avoid the loss of this valuable provision of the 
tax code. 
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Implementation of the Mortgage-Based Program: 
IWo lypes of Plans 



To date, only a handful of institutions and states 
have completed the extensive research and plan- 
ning necessary to introduce mortgage-backed 
programs. Fewer still have begun offering mort- 
gage-backed loans. But these institutions and 
states will be the models for future planning. 

Two prototypical programs are offered by the 
University of Pennsylvania and the Massachusetts 
Education Loan Authority (MELA). In the Penn 
Plan, the university starts the loan application pro- 
cess with families, and then works with a bank and 
title company to administer the program. The loans 
can only be used at the University of Pennsylvan- 
ia. MELA, on the other hand, is a state loan au- 
thority that works with many institutions in Massa- 
chusetts. MELA buys loans from universities and 
then offers the borrowers the option of securing 
<heir loans v;ith a second mortgage. 

The Penn Plan: A university loan program. 

The University of Pennsylvania was one of the 
first institutions in the nation to offer mortgage- 
backed lending, instituting the plan in an incred- 
ible four-and-a-half months from inception to the 
public announcement of the plan. This efficient job 
was possible only because of the Penn Plan, the 
three-year-old alternative financing arm of the uni- 
versity. And Penn's mortgage-backed lending can 
best be understood within the context of that plan. 

The Penn Plan was established in 1984 to meet 
the needs of families who were not eligible for aid 
and to provide new financing options to them. It 
offers families a "wide menu" of financing options, 
including guaranteed tuition prepayment (with or 
without debt financing). Revolving lines of credit 
are available in different versions for unaided fam- 
ilies, for non-tuition expenses, and for part-time 
students who need to borrow for books and com- 
puters. The other option is a monthly budgeting 
plan that allows extended payments over 10 or 12 
months, interest-free. 

After studying the situation, the Penn Plan's at- 



torneys decided that a mortgage-backed o'an 
could protect families' interest deductibility. And 
so, early last December, the implementation 
began. 

Through the Penn Plan, the university had al- 
ready established a strong working relationship 
with Philadelphia National Bank (PNB). By nego- 
tiating with the bank and with Commonwealth 
Land Title Company, Penn worked out a plan by 
which college officers would do the initial coun- 
seling of families interested in the plan. Once the 
application was filled out, the bank and title com- 
pany would actually process the loan. 

Unlike other Penn Plan loans, which are typically 
processed in about four weeks, mortgage-backed 
loans may take up to eight weeks. Diane-Louise 
Wormley, assistant director of the Penn Plan notes. 
"Instead of the loan going from PNB (bank) 
through us and to the parents as in all our non- 
secured products, the mortgage-backed loan 
papers have to go from PNB to Commonwealth 
(title company), the attorneys, and the family, and 
then cycle back through Commonwealth and back 
through PNB." 

As a result of the extra time required, Penn real- 
ized that students' accounts might not be credit- 
ed in time for the August draw-down. This meant 
changing policy and putting temporary credits on 
the accounts of students who had been approved 
for the loans, so that the students could still regis 
ter without worry of late fees. 

The decision to secure a loan is the family's, but 
Penn Plan counselors work with the student and 
family to make sure they understand all the rams 
fications of the option. They also suggest that fam- 
ilies consult their own tax advisor. 

To date, about one-third of all new loan appli- 
cants have opted for the secured loans. Of those 
students applying only for the prepayment pro- 
gram, half are taking out second-mortgage loans. 

"Obviously," says Wormley, "there are a lot of 
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families who are interested in the program but for 
some reason can't or don't want to participate. 
That's fine; we didn't want to have 100 percent par- 
ticipation. The point is, it's serving a need. That 
has always been our goal." 

Based on the Penn f*lan's experience, Worm- 
ley offers the following tips to institutions consider- 
ing a mortgage-backed program. 

1) Give yourself enough lead time. The Penn 
Plan already had an extensive loan program in 
place, with the staff, legal counsel, computer sys- 
tem, and institutional support to make it work Add- 
ing the mortgage-backed program, then, was just 
like adding another item to the menu Even so» the 
short time taxed the facilities and staff. Make sure 
to allow sufficient time for computer programming 
and publication preparation. 

2) Establish a strong working relationship 
with those parties which will be integral to the 
program, Key participants include: your attorneys 
(you will rely on them heavily), the title company, 
and the bank, which must be flexible enough to 
handle a variety of problems. (For example, when 
siblings apply for secured loans, the bank must 
handle two students, two loans, but just one 
house.) 

3) Become well-versed In state statutes re- 
garding second mortgages. Texas, for instance, 
IS the only state in which Penn's mortgage-backed 
program is not offered. The Texas Constitution's 
"homestead protection** disallows second mort- 
gages. 

4) Decide how much you want to be in- 
volved with the actual administration of the 
mortgage-backed loans. In Penn's case, the de- 
cision was: Not at all. The Pennsylvania National 
Bank does it. 

5) Consider the money that will be required 
up front. Because the Penn Plan had already es- 
tablished a mutual level of trust with PNB. the bank 
was much more willing to enter into the mortgage- 
hacked program. Smaller colleges, and those in- 
stitutions without such a relationship, might be ex- 
pected to guarantee the loans with a substantial 
financial commitment to convince a bank to take 
a risk on an unproven program. 

6) Solicit the help of all areas of the college. 

The Penn Plan was designed using a cross-disci- 
plinary approach, pulling in people from all 
branches of the university fur weekly meetings to 
hash out the concept and the design. - 

7) Establish a policy on what to do In case 
of a foreclosurei and make sure the bank 
agrees to that policy. 

8) Don't assume that banks won't v/ork with 



a small school. The key element is the quality 
of the loan portfolio being presented to the bank. 

MELA: A state loan plan. 

Concerned about the widening gap between 
the cost of education and the ability of families to 
pay, the Massachusetts legislature in 1982 created 
the Massachusetts Education Loan Authority 
(MELA). Established to provide supplemental loan 
programs. MELA began lending money in the 
Spring of 1983. 

The money is loaned through two separate pro- 
grams, the Family Education Loan and the Grad- 
uate Education Loan, with the institutions acting 
as the lenders, and MELA buying the loan from 
ihe school. To raise the funds to buy loans from 
the institutions, MELA issues bonds in the tax- 
exempt market. Currently, 43 public and indepen- 
dent institutions within Massachusetts participate. 

The basic loan processing procedure begins 
when a student applies to the school. The school 
reviews and sends the application to MELAs ser- 
vice representative. The representative in turn, 
completes a needs test analysis. If the family is ap- 
proved for the loan, MELA returns the promissory 
note to the institution, which deals again with the 
family and student. MELA buys the note from the 
school and transfers the money to the institution 
to be credited to the student's account. 

Since December 1986. MELA has also offered 
a mortgage-backed option. Because MELA want- 
ed to keep the second-mortgage option separate 
from its unsecured loans, it arranged a tvt/o-step 
process for families. According to Assistant Dire- 
ctor Katherine Read, *We have decided not to be- 
gin the home mortgage option application process 
until we have purchased the promissory note from 
the institution." 

Students who apply for loans can check a box 
on their initial application to receive information 
about a secured loan. But it is only after MELA 
has purchased the note for that student that they 
send information about the program. At that point, 
the family can send their home mortgage infor- 
mation to the servicer, who conducts a title search 
and checks to see if the borrower has sufficient 
equity in the home. 

If the borrower is approved for the second mort- 
gage, MELA sends the family the proper mortgage 
forms to be completed, notarized, and returned. 
The servicer then records the mortgage in the state 
where the family resides. 

According to Read, five points are key in the ad- 
ministration of MELAs mortgage-backed program 

1) Neither the interest rate nor the month- 
ly payment changes when a borrower secures 
the loan. Because all second-mortgage borrow- 
ers start out with the first step In the two-step pro- 
cess—that of arranging for an unsecured loan— 
MELA maintains the same interest rate so that the 



monthly payment does not change once the loan 
is secured. 

2) MELA is a junior lien holder cn the se- 
cured properties. In the majority of cases, appli- 
cants for MELA'S mortgage-backed program have 
a first mortgage on their house held by a bank or 
other lending Institution. When they apply to 
MELA, they fill out a second-mortgage form, which 
positions MELA second In line behind the bank— 
and any prior Hen holders. 

MEL.A's intent is not to foreclose on their bor- 
rowers. However, says Read, in the case of a fore- 
closure, MELA would be involved in the process, 
but the bank would most likely be the initiator. "If 
a foreclosure situation should arise, we would pro- 
ceed with the appropriate steps," says Read, "but 
our goal is not to have that happen. We're aware 
of the magnitude of the borrowers' decision to have 
a lien put on their house." 

If a borrower sells the home, MELA will dis- 
charge the mortgage for a small processing fee. 
If the family purchases another home, they may 
substitute a mortgage on that naw house, as long 
as it meets the program's guidelines. 

3) In exchange for giving MELA ths mort- 
gage on their house, borrowers receive ''con- 
sideration" from the Authority. The consider- 
ation, in this case, is called "preference in for- 
giveness." 

Explains Read, "We have told our borrowers 
that, if at the end of the life of our bonds, we have 
paid off all our bondholders and expenses, then 
we will forgive our borrowers their last interest pay- 
ments. Borrowers who choose the home mortgage 
option receive preference in that forgiveness." 
Read clarifies that this benefit is separate from any 
interest deductibility, and that borrowers should 
discuss this possible savings with their tax advisor 
as they examine tax savings. 



4) MELA offers the mortgage4}acked program 
In all but four states: Texas, Pennsylvania, New 
Jersey and Michigan. Says Read, "Our at- 
torneys have done an extraordinary amount of re- 
search on each of the fifty states' applicable laws 
and how they relate to our offering the program 
to the borrowers who reside in that state. In these 
four states, the statutes regulating home-mortgage 
activity make it difficult for us to offer the program." 

5) MELA contracts with a commercial plan, 
8 professional servicer located In Boston, to 
administer all their loans. For the secured loans, 
the servicer conducts the title searches and re- 
cording of the titles. MELA passes along the ser- 
vicer's $160 fee to the borrower. 

Since the mortgage-backed program was an- 
nounced to all existing MELA borrowers in Decem- 
ber 1986, the Authority has received 40 applica- 
tions that, to date, are in the title search or record- 
ing stages. The applications have come from a 
wide range of the 43 Massachusetts institutions 
involved with MELA. 

Read anticipates a large number of applications 
this Fall. "Many of our borrowers have existing 
loans out now," Read says, "and they'd like to wait 
until they take out their next loan so that they can 
secure both their existing loan and the additional 
loan at the same time. However, our program is 
flexible, so a borrower could secure a loan at any 
time." 

So far, MELA has encountered few problems 
with the mortgage-backed program. Because the 
program is administered jointly by the colleges and 
the Authority, the schools are able to look out 
for their borrowers' interests and avoid potential 
problems. 

Read observes, "Our goal is simply to offer the 
mortgage- backed loan as an option for our bor- 
rowers, and to make it as extensive and as simple 
as possible." 



Summary 



The means by which families pay the costs of 
their children's education is of increasing impor 
tance Given the recent changes in the tax code, 
one innovative type of financing is the mortgage- 
backed student loan. These programs can reduce 
costs to families but concurrently raise serious 
policy questions. First, institutions and loan author- 
ities must decide If they want to be involvea in such 
a program. An institution must evaluate the effect 
of such a program on its more traditional finan- 
cial aid policies, it must further examine its rela- 
tionship with the family and the student and the 
interaction between all parties^ Finally, it must 
determine if the institution can operate the pro- 
gram itself or if it would be better served by a bank 
or an outside financial institution. 

At the public policy level are the questions of 
the rising levels of student indebtedness, v/hom 
such programs will benefit, and whether or not 
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they will be beneficial to the educational enterprise. 
This issue has attempted to highlight some of the 
questions and implications of mortgage-backed 
student loans. Additional information is available 
from the individuals listed below. 

For mora irsformation: Contact Mr. Douglas 
Woltord of the Forum tor College Financing Alter- 
natives, Box 34. Teachers College, Columbia Uni- 
versity, New York, N.Y. 10027 or call (212) 678- 
3293. Contact Diane-Louise Wormley directly 
about the Penn Plan at The Penn Plan, 227 Frank- 
lin Building. L' iversity of Pennsylvania, 3451 Wat- 
nut Street, Philadelphia, PA 19104-6205 or call 
(215) 898-5200. For more information about 
MELA'S plan, contact Katherine Read, Assistant 
Director, Massachusetts Education Loan Authori- 
ty, 711 Atlantic Avenue, Boston, MA 02111 or call 
(617) 338-1253. 



Higher education 
associations should explore 
the problems openly with 
members of Congress and 
IVeasury officials. Is higher 
education expected to act 
like a commerical lender? 
Is there an unfair 
competition Issue? 
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